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MP decided to sell its wholly owned subsidiary,
M.CR but wanted to retain a portion of MLCR s assets
within M s affiliated group. Before its sale, MCR
sold the stock in certain of its subsidiaries (issuing
corporations) to brother-sister corporations in MP's
affiliated group (acquiring corporations). W held
that these cross-chain sales, along with the subsequent
sale of MLCR outside the affiliated group, were nade
pursuant to a firmand fixed plan to conpletely
termnate MLCR s ownership interests in the issuing
corporations. Applying sec. 304, I.R C, we held that
the cross-chain sales qualified as redenptions in
conplete termnation of MLCR s interest in the issuing
corporations under sec. 302, I.R C., and, as such, nust

“Thi s Opi nion suppl enents our previous Opinion, Mrril
Lynch & Co. & Subs. v. Comm ssioner, 120 T.C 12 (2003), affd. in
part and remanded 386 F.3d 464 (2d Cr. 2004).
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be taxed as distributions in exchange for stock instead
of as dividends under sec. 301, I.R C. The Court of
Appeal s for the Second Circuit affirmed our holding in
part but remanded for us to consider P s argunent, nade
for the first time on appeal, that the sec. 302(b)(3),
|. R C, test for conplete termnnation required
consideration of MPs ownership interest in the issuing
corporations. MP asserts that it is entitled to

di vidend treatnent because neither the cross-chain
sales nor the later sale of M.CR reduced the 100-
percent constructive ownership interest attributed to
MP in the issuing corporations.

Hel d: Under sec. 304, I.RC, MCRis the only
shar ehol der whose interest in the issuing corporations
must be tested pursuant to sec. 302, |I.R C. Because
M.CR s interest was conpletely term nated, the
redenption was properly treated as a distribution in
exchange for stock under sec. 302(a), |I.RC

Kenneth W G deon and Martin D. G nsburg, for petitioner.

Carmren M Baerga, Jill A. Frisch, and Lyle Press, for

respondent.

SUPPLEMENTAL COPI NI ON

MARVEL, Judge: This case is before the Court on renmand from

the Court of Appeals for the Second GCrcuit. Merrill Lynch & Co.

& Subs. v. Conmi ssioner, 386 F.3d 464 (2d Cr. 2004), affg. in

part and remanding 120 T.C. 12 (2003). In our prior Opinion, we
found that the cross-chain sales of subsidiary stock between

brot her-sister corporations in an affiliated group® were made

The affiliated group filed a consolidated Federal incone
tax return for each of the years at issue.
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pursuant to a firmand fixed plan to conpletely term nate the
cross-chain selling corporation’s actual and constructive
ownership of the subsidiaries and that the cross-chain sal es nust
be integrated with the |later sale of the cross-chain seller
outside the affiliated group. Applying section 304,22 we held
that the cross-chain sales qualified as redenptions in conplete
term nation of the selling sharehol der corporation’s interest in
t he subsidiaries and nust be taxed as distributions in exchange
for stock under section 302(a) and (b)(3) rather than as
di vi dends under section 301. The Court of Appeals affirnmed our
decision in part but remanded the case for our consideration of
an argunent petitioner advanced for the first tinme on appeal.?

Backgr ound

We adopt the findings of fact in Merrill Lynch & Co. & Subs.

v. Comm ssioner, 120 T.C. 12 (2003) (Merrill Lynch 1), as

nodi fied by the Court of Appeals. For convenience and clarity,
we repeat bel ow the previously found facts necessary for the
di sposition of this case.

Merrill Lynch & Co., Inc. (Merrill Parent), is a corporation
organi zed under Del aware |aw and is the parent corporation of an

affiliated group of corporations that filed consolidated Federal

2All section references are to the Internal Revenue Code.

SPetitioner did not appeal our decision with respect to the
1986 cross-chain sale of Merlease Leasing Corp. and the 1987
cross-chain sale of Merrill Lynch Vessel Leasing Corp.
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incone tax returns for the taxable years at issue. Merrill
Parent, through its subsidiaries and affiliates, provides
i nvestnent, financing, insurance, |easing, and rel ated services
to clients. Merrill Parent’s wholly owned subsidiaries included
Merrill Lynch Capital Resources, Inc. (M. Capital Resources),
Merrill Lynch Realty, Inc. (M. Realty), Merrill Lynch Asset
Managenent, Inc. (M. Asset Managenent), and Merrill, Lynch,
Pierce, Fenner & Smth, Inc. (MPFES).

M. Capi tal Resources was engaged in the business of
arrangi ng equi pnment | easing transactions between third parties
and al so owned various types of equi pnent and other tangible
personal property, which it leased to third parties. 1In
addition, M Capital Resources owned the stock of severa
subsidiary corporations that were engaged in the business of
arranging equity and debt financing for small and m dsi ze
conpanies. Merrill Parent wanted to sell a portion of M. Capital
Resources’ business but did not want certain of M. Capital
Resources’ nonl easing assets to leave the affiliated group. As a
result, Merrill Parent decided that before it sold M. Capital
Resources, M. Capital Resources would sell to other corporations
in the affiliated group the stock of its subsidiary corporations
that were engaged in | ending and financing activities or that
owned ot her assets and busi nesses that were not related to its

consuner | easing operations.
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During February and March 1987 Merrill Parent prepared a
prelimnary offering nmenorandum regardi ng the sale of M. Capital
Resour ces, contacted various prospective buyers, and established
the procedures for bidding on M. Capital Resources. On March 30,
1987, M. Capital Resources sold all of the stock in five of its
whol Iy owned subsidiaries to M. Realty for $53,972,607 and sold
all of the stock in another of its wholly owned subsidiaries to
M. Asset Managenent for an initial purchase price of $160
mllion.* On April 3, 1987, M. Capital Resources sold all of its
stock in a seventh wholly owned subsidiary to MLPFS for
$119, 819, 690.° These stock sal es between the brother-sister
corporations constitute the cross-chain sales at issue in this
case. The parties agree that these sales were section 304
transacti ons.

On June 25, 1987, Merrill Parent, Merrill Lynch Consuner
Mar ket s Hol di ngs, Inc. (Consunmer Markets), and M. Capital
Resources entered into an agreenent wth GATX Leasi ng Corp.
acting on behalf of itself and BCE Devel opnment, |nc.

(collectively GATX/BCE), for the purchase and sale of the stock

“The purchase price was to be adjusted as soon as
practicable by a subsequent agreenment reflecting the actual fair
mar ket val ue of the shares as of Mar. 30, 1987.

°I'n addition, by resolution dated Apr. 8, 1987, Merrill
Parent’s board of directors approved the formation of Merril
Lynch Consuner Markets Hol dings, Inc. (Consuner Markets), and the
contribution of all of M. Capital Resources’ capital stock to
Consuner Mar ket s.
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of M. Capital Resources. The purchase price of the M. Capita
Resources stock was $57, 363, 817.°

On its consolidated Federal incone tax return for the
t axabl e year ended Decenber 25, 1987, petitioner clained a | ong-
termcapital |oss of $466,985,176 fromthe sale of M. Capital
Resources stock. On the basis of its interpretation of sections
302 and 304, petitioner treated the proceeds of the cross-chain
stock sales as dividend paynents to M. Capital Resources, which
i ncreased M. Capital Resources’ earnings and profits. Petitioner
took the position that under the consolidated return regul ations
then in effect, the increase in M. Capital Resources’ earnings
and profits generated a corresponding increase in the basis of
the ML Capital Resources stock held by Consunmer Markets. See
secs. 1.1502-32(a) and 1.1502-33, Incone Tax Regs. As a result
of this asserted increase, petitioner clainmed that it recognized
a loss on the sale of the stock of M. Capital Resources outside
the affiliated group.

Respondent nmailed a tinmely notice of deficiency to
petitioner in which respondent, anong other things, decreased the
| ong-termcapital |oss petitioner reported on the 1987 sal e of

the stock of M. Capital Resources to GATX/ BCE on the ground that

5ln Merrill Lynch | we did not make a finding regarding the
total purchase price of the M. Capital Resources stock. The
purchase price shown above is derived fromthe opinion of the
Court of Appeals. See Merrill Lynch & Co. & Subs. wv.
Conmm ssi oner, 386 F.3d at 467.
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Consuner Markets’ basis in the M. Capital Resources stock was
overstated by $328, 826, 143, which represents the aggregate
purchase price of the eight subsidiaries sold in the 1987 cross-
chain sales.’

The issue for decision in Merrill Lynch I was whether the
deened section 304 redenptions in the formof the cross-chain
stock sales nust be integrated with the later sale of the cross-
chain seller, M. Capital Resources, outside the affiliated group
and treated as a redenption in conplete term nati on under section
302(a) and (b)(3) or whether the deened section 304 redenptions
were distributions of property taxable as dividends under section
301. We found that on the dates of the cross-chain sales,
petitioner had agreed upon and had begun to inplenent a firm and
fixed plan to conpletely term nate the ownership interest of M
Capital Resources in the subsidiary corporations whose stock was
sol d cross-chain. Consequently, we held that the cross-chain
sal es, when integrated with the sale of M. Capital Resources
stock, resulted in a conplete term nation under section 302(b)(3)
of the actual and constructive ownership interest of M. Capital
Resources in the subsidiaries purchased in the cross-chain sales.

Accordi ngly, we concluded that the proceeds of the cross-chain

"The proper tax treatment of one of the eight 1987 cross-
chain sales is not at issue in this remand because petitioner did
not appeal it.
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sal es nust be treated as a paynent in exchange for stock under
section 302(a) rather than as a dividend under section 301.

The Court of Appeals adopted the firmand fixed plan test as
the appropriate nmethod for determ ning whether two transactions
conducted at different tines may be integrated for the purposes
of section 302(b)(3) and affirmed our application of that test to
the cross-chain sales and subsequent sale of M. Capital
Resources. However, the Court of Appeals remanded the case for
consideration of an alternative argunent petitioner advanced for

the first time on appeal. Merrill Lynch & Co. & Subs. v.

Conmi ssioner, 386 F.3d at 475.

On appeal petitioner argued that the proceeds of the cross-
chain sales nust be treated as a dividend under section 301, even
if it is found that the actual and constructive ownership
interest of ML Capital Resources in the purchased subsidiary
corporations was conpletely term nated when it was sold outside
the affiliated group, because Merrill Parent retained a
constructive ownership interest in the purchased subsidiaries
after the sale of M. Capital Resources for purposes of section
302(b)(3). 1d. at 474-475.

Di scussi on

Section 304(a)(1) recharacterizes the sal e proceeds of
subsidiary stock sold by one corporation to another of its

comonly controlled corporations as a distribution in redenption
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of the acquiring corporation’s stock and requires that the tax
consequences of the distribution be determ ned under sections 301
and 302. Under section 302(a), a redenption of stock is treated
as a distribution in exchange for stock if it neets any of the
tests provided in section 302(b). If none of the section 302(b)
tests is nmet, the redenption is treated as a dividend under
section 301. Sec. 302(d). The termnation of interest test of
section 302(b)(3) mandates exchange treatnent “if the redenption
is in conplete redenption of all of the stock of the corporation
owned by the shareholder.” In the application of this and al
ot her tests under section 302(b), section 304(b)(1) requires that
any determnation as to whether the acquisition is to be treated
as a distribution in exchange for stock nust be made by reference
to the stock of the issuing corporation.?

The parties disagree on whether for purposes of section 304
Merrill Parent as well as M. Capital Resources is considered a
shar ehol der whose continuing interest in the issuing corporations
must be tested under section 302(b)(3). On appeal petitioner
contended for the first tinme that because Merrill Parent’s
ownership interest in the issuing corporations was not conpletely

termnated within the nmeani ng of section 302(b)(3) by the sale of

8For purposes of sec. 304 in this case, the subsidiaries
whose stock was sold cross-chain are considered the issuing
corporations, and the purchasing corporations, M. Realty, M
Asset Managenent, and M.PFS, are considered the acquiring
cor porations.
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M. Capital Resources’ stock outside the affiliated group
petitioner has properly reported the proceeds of the sale as
di vidends. Petitioner nmakes the sane argunment on remand.
Petitioner’s argunment rests on the following: (1) Imediately
before the cross-chain sales, the acquiring corporations were
whol | y owned subsidiaries of Merrill Parent; (2) under the
attribution rules of section 318, ownership of the issuing
corporations was also attributed to Merrill Parent through its
ownership of M. Capital Resources; and (3) after the sale of M.
Capital Resources, Merrill Parent continued constructively to own
100 percent of the stock of the issuing corporations through its
ownership of the acquiring corporations.

Petitioner relies on section 304(a)(1l) to support its
position that the section 302(b)(3) termnation of interest test
applies to Merrill Parent’s constructive ownership of the issuing
corporations’ stock. According to petitioner, the specific
reference in section 304(a)(1)(B) to “person (or persons) so in
control” requires the interests of all persons in control to be
considered in applying section 302(b)(3). Petitioner asserts
t hat under section 318, Merrill Parent constructively owned 100
percent of the stock of the issuing corporations both before and
after the cross-chain sales. Sec. 304(c)(3). Petitioner
concl udes that because the sale of M. Capital Resources did not

affect Merrill Parent’s constructive ownership of the stock of
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the issuing corporations, the conplete term nation required under
section 302(b)(3) did not occur, and the proceeds of the cross-
chain sales were properly characterized as dividends.

Respondent contends that M. Capital Resources is the
shar ehol der whose interest in the issuing corporations nust be
tested under section 302(b)(3) and that because Merrill Parent’s
sale of the stock of ML Capital Resources must be integrated with
the cross-chain sales of the stock of the issuing corporations,
the interest of ML Capital Resources in the issuing corporations
was conpletely term nated under section 302(b)(3). To support
his position, respondent argues that section 304(a)(1) explicitly
refers to the corporation that receives property in exchange for
its stock in the issuing corporation. Respondent also asserts
that the regul ations promul gated under section 304 clearly
identify the interest of the transferor-sharehol der as the
relevant interest to be exam ned under the section 302(b)(3)

t est.

We nust decide, therefore, whether Merrill Parent’s
continuing constructive ownership interest in the issuing
corporations after the cross-chain sales nust be taken into
account in analyzing the tax consequences under sections
304(a) (1) and 302(b)(3) of M. Capital Resources’ 1987 sal e of
stock in the issuing corporations to the acquiring corporations.

In making this determ nation, we start by interpreting section
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304(a)(1). In interpreting a statute, we begin wth the |anguage

of the statute itself. Consunmer Prod. Safety Comnm. v. GIE

Sylvania, Inc., 447 U S. 102, 108 (1980); Fed. Hone Loan Mortgage

Corp. v. Comm ssioner, 121 T.C 129, 134 (2003). |If the I anguage

of the statute is plain and unanbi guous, we generally apply the

statute in accordance with its ternmns. Fed. Hone Loan Mbrtgage

Corp. v. Conmmi ssioner, supra at 134; Wlls Farqgo & Co. .

Comm ssioner, 120 T.C. 69, 89 (2003). Whether the statute is
anbi guous is determ ned by reference to the | anguage of the
statute, the specific context in which that | anguage is used, and

t he broader context of the statute as a whole. WIlls Fargo & Co.

v. Conm ssioner, supra at 89. |If the statute is anbi guous or

silent, we may |l ook to the statute’s legislative history to
determ ne congressional intent and to resolve any anbiguity.

Fed. Hone Loan Mbrtgage Corp. v. Conm ssioner, supra at 134;

Wlls Fargo & Co. v. Conmi ssioner, supra at 89.

Section 304 provides in relevant part as foll ows:

SEC. 304. REDEMPTI ON THROUGH USE OF RELATED
CORPORATI ONS.

(a) Treatnment of Certain Stock Purchases. --

(1) Acquisition by related corporation
(other than subsidiary).--For purposes of sections
302 and 303, if--

(A) one or nore persons are in control
of each of two corporations, and

(B) in return for property, one of the
corporations acquires stock in the other
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corporation fromthe person (or persons) so
in control,

then (unl ess paragraph (2) applies) such property
shall be treated as a distribution in redenption
of the stock of the corporation acquiring such
stock. To the extent that such distribution is
treated as a distribution to which section 301
applies, the stock so acquired shall be treated as
havi ng been transferred by the person from whom
acquired and as havi ng been received by the
corporation acquiring it, as a contribution to the
capital of such corporation

* * * * * * *

(c) Control.--

(1) In general.--For purposes of this
section, control nmeans the ownership of stock
possessing at |east 50 percent of the total
conbi ned voting power of all classes of stock
entitled to vote, or at |least 50 percent of the
total value of shares of all classes of stock. |If
a person (or persons) is in control (within the
meani ng of the preceding sentence) of a
corporation which in turn owns at |east 50 percent
of the total conbined voting power of all stock
entitled to vote of another corporation, or owns
at |l east 50 percent of the total value of the
shares of all classes of stock of another
corporation, then such person (or persons) shal
be treated as in control of such other
cor porati on.

(3) Constructive ownership.--
(A) In general.--Section 318(a)
(relating to constructive ownership of stock)
shal | apply for purposes of determ ning
control under this section
Wil e section 304(a)(1)(A) refers to “one or nore persons” and

section 304(a)(1)(B) refers to “person (or persons) so in
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control”, section 304(a)(1l) nakes clear that the person or
persons in control nust also be transferors of issuing
corporation stock who receive property in exchange for their
transferred stock. Accordingly, under section 304, the persons
in control nmust actually receive property in exchange for the
transfer of their issuing corporation stock to warrant the
redenption analysis in section 302. The references to “persons”
in section 304(a), when read in conjunction with section
304(c) (1) and (3), nerely indicate that the interests of nore
t han one person may be conbined through attribution of stock
ownership in order to neet the requisite control required for the
application of section 304(a)(1).° The constructive ownership
rul es of section 318 are thus independent of the transfer and
recei pt requirenments of section 304(a).

Because sections 302 and 304 operate to determ ne the tax
consequences to the recipient of a corporate distribution,® it
necessarily follows that the rules set forth in sections 302 and
304 apply only to the sharehol der who, in exchange for stock,
actually receives the proceeds of a cross-chain sale. The

position that the section 302(b) tests may be applied to a

°For purposes of the Internal Revenue Code, unless otherw se
i ndi cated, “The term ‘person’ shall be construed to nean and
include an individual, a trust, estate, partnership, association,
conpany or corporation.” Sec. 7701(a)(1).

0Secs. 302 and 304 are in subpt. A entitled “Effects on
Reci pients”, of subch. C pt. |
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shar ehol der who indirectly or constructively holds stock but has
neither transferred any stock nor received the proceeds of the
stock sal e cannot be reconciled with the | anguage and structure
of section 304(a)(1).

The regul ati ons promul gated under section 304 al so confirm
that the section 302(b) tests apply only to the person or persons
who actually transfer stock in the issuing corporation to the
acquiring corporation in consideration for property.! Section
1.304-2(a), Incone Tax Regs., provides as foll ows:

(a) If a corporation, in return for property,
acqui res stock of another corporation fromone or nore
persons, and the person or persons fromwhomthe stock
was acquired were in control of both such corporations
before the acquisition, then such property shall be
treated as received in redenption of stock of the
acquiring corporation. * * * As to each person
transferring stock, the amount received shall be
treated as a distribution of property under section
302(d), unless as to such person such anmount is to be
treated as received in exchange for the stock under the
terms of section 302(a) or section 303. * * *

[ Enphasi s added. ]

Al t hough the regul ati on acknow edges that nore than one person
may be in control of both corporations wthin the nmeaning of
section 304, it clearly recognizes that the person or persons in
control nust also have transferred stock in exchange for
property. According to the regulation, only a person who has
transferred stock in exchange for property is subject to the

provi sions of section 302. Section 1.304-2(c), Exanple (4),

1'n this context property includes cash. Sec. 317(a).
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I ncone Tax Regs., illustrates this distinction as foll ows:

Corporation X and corporation Y each have outstandi ng

100 shares of common stock. H, an individual, W his

wfe, S, his son, and G his grandson, each own 25

shares of stock of each corporation. H sells all of

his 25 shares of stock of corporation X to corporation

Y. Since both before and after the transaction H owned

directly and constructively 100 percent of the stock of

corporation X, and assum ng that section 302(b)(1) is

not applicable, the amount received by himfor his

stock of corporation Xis treated as a dividend to him

to the extent of the earnings and profits of

corporation Y.
In the exanpl e nore than one person was considered to be in
control of each corporation and their interests were aggregated
to determine control for purposes of section 304, but the section
302(b) tests were applied only to the sharehol der who actual ly
transferred stock to the commonly controlled corporation in
exchange for property. Nothing in the statute or the regul ati ons
“conmmands” that the interests of all persons in control be tested
under sections 304(a)(1) and 302(b), as petitioner contends.

M. Capital Resources owned 100 percent of the stock of the
I Ssui ng corporations before the cross-chain sales, thereby
satisfying the control requirenent set forth in section
304(a)(1). As a result, we need not | ook beyond M. Capital
Resources’ ownership of the issuing corporations to consider any
addi ti onal persons who may have an indirect interest in the
I ssui ng corporations under the section 318 attribution rules. M
Capital Resources was the only “person” who transferred any stock

to the acquiring corporations in the cross-chain sales, and M
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Capital Resources was the only sharehol der that received property
fromthe acquiring corporations in exchange for stock in the
i ssuing corporations. Consequently, M. Capital Resources is the
only sharehol der whose interest in the issuing corporations nust
be tested under the provisions of section 302(b)(3). Because the
interest of ML Capital Resources in the issuing corporations was
conpletely termnated upon its sale outside of the affiliated
group, the redenption shall be treated as a distribution in
exchange for stock. Secs. 304(a)(1l), 302(b)(3).

Petitioner presents various hypothetical situations to
denonstrate the unintended results that the adoption of
respondent’s position m ght have produced under earlier versions
of section 304. These exanples, however, assune facts that are
not present in this case and rely on statutory provisions that
are no longer in effect. Consequently, we do not address the
hypot hetical situations discussed in petitioner’s brief.

Mor eover, we have recogni zed that “a statute cannot be drafted
with sufficient particularity to fully acconplish its purposes

whi | e avoi ding every potential abuse”. Van Raden v.

Comm ssioner, 71 T.C. 1083, 1116 (1979) (Wl bur J., dissenting),

affd. 650 F.2d 1046 (9th Cir. 1981). W are required to review
and interpret sections 304 and 302 as in effect for 1987, the
year of the contested cross-chain sales. Hypotheticals aside, we
are satisfied that the | anguage and structure of sections 304 and

302 mandat e our hol di ng herein.



To reflect the foregoing,

Decision will be entered in

accordance with the nandate of the

Court of Appeals for the Second

Grcuit.



